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UNI TED STATES BANKRUPTCY COURT
FOR THE EASTERN DI STRI CT OF M CHI GAN
NORTHERN DI VI SION - BAY CITY

In re: M CHAEL J. HUGO and
LORI L. HUGO
Case No. 83-00680

Chapter 11
Debt or.
/
M CHAEL J. HUGO and LORI L. HUGO
Plaintiff,
- V- A.P. No. 85-9014

UNI TED STATES OF AMERI CA, acti ng

by and through the Farmers Hone

Admi ni strati on and JACK MALL POTATO
CO., INC., M CH GAN POTATO SHI PPERS
and ORE-I DA FOODS, |INC.,

Def endant s.

VEMORANDUM OPI NI ON__GRANTI NG PLAI NTI FES
MOTI ON FOR PARTI AL JUDGVENT ON THE PLEADI NGS

At a session of said Court held in the Federal
Building in the City of Bay City, M chigan on
t he 17th day of Jul y , 1985.

PRESENT: HON. ARTHUR J. SPECTOR
U. S. Bankruptcy Judge
This matter cones before the Court on a nmotion by the
plaintiffs, Mchael and Lori Hugo, for partial judgnent on the

pl eadings or, in the alternative, notion for partial summary
j udgnent

as to defendant, United States of Anerica. On Decenber 27, 1983,



t he
plaintiffs filed their petition for relief under Chapter 11 of the
Bankruptcy Code. At the tine they filed their petition, they owed
def endant Farnmers Honme Adm ni stration (FnHA) approxi mately $220, 000!
for funds loaned to the plaintiffs at various tines to finance their
farm ng operations. |In order to obtain the loans, the plaintiffs
granted the FnHA a second nortgage on their |land and security
interests in their equipment and crops; however, at the tinme the
petition for relief was filed, no crops were growing on the |and
described in the security agreenments and financing statenents. The
security agreement on crops recites:
DEBTOR HEREBY GRANTS to Secured Party a security interest in
Debtor's interest in the following collateral, including the
proceeds and products thereof
Item 1. All crops, annual and perennial, and other plant
products now pl anted, growi ng or grown, or which are hereafter
pl anted or ot herw se become grow ng crops or other plant
products (a) within the one-year period or any | onger period of
years perm ssible under State |aw, or (b) at any tinme hereafter
if no fixed maxi mum period is prescribed by State | aw, on the

foll owi ng described real estate:

Approxi mat e Di st ance
and Direction from a

Farm(s) or Other Real Approximte County and Named Town or O her

Est at e *onwner

*M chael J. Hugo
Joseph Fojtik
Frank Lat osky

No. of Acres St ate Descri ption
220 Arenac, M 4 M. E. of Twining, M
27 Arenac, M 1 M. N of Turner, M
55 Arenac, M 1 M. N of Turner, M

In the spring of 1984 the plaintiffs again proceeded to

This is the figure stated in the debtors' Schedul e A-2.



pl ant their potato crop. Pursuant to negotiations between the
debt ors' counsel and representatives of the FnHA, the |atter agreed

to "roll over" the loans, or, in other words, to allow the debtors
to

use the proceeds of the 1983 |loans to finance the 1984 pl anting.
One

of the conditions for approving the roll-over, of course, was that
the FmHA be granted a security interest in the debtors' 1984 crop.

Al t hough both the Hugos and a representative of the FnmHA entered
into

a stipulation on April 4, 1984 seeking this Court's approval of the

granting of the security interest, no order approving a lien in
favor

of the FnHA was ever entered by the Court. Nonetheless, the FnHA
di sbursed some $17, 605.57 of proceeds fromthe 1983 potato crop at
various tinmes during 1984 for the planting of the 1984 crop.

After the 1984 potato crop was harvested and sold, the

def endants, Jack Mall Potato Co., Inc., Mchigan Potato Shippers,
and

Ore-lda Foods, Inc. issued checks in paynment for the potatoes.
Named

as payees were the debtor (or debtors) and the FmHA. The FnmHA has
refused to endorse the checks. This proceedi ng was commenced by t he
debtors to conpel the FnHA to endorse the checks or release its
interest in the proceeds.

Per haps not aware of a recent change in M chigan | aw, FrmHA

does not argue that it had a perfected security interest in the 1984



crop and its proceeds. Instead, it nerely argues that the
plaintiffs

shoul d be estopped to argue the lack of a valid security interest
therein. It contends that the funds were disbursed only on the
condition that court approval for the transacti on be obtained and

that a security interest be obtained and perfected; it further
ar gues

that it relied on the debtors to take any actions necessary to

protect the FmHA's putative security interest. The plaintiffs do
not

di spute these allegations but argue that the doctrine of equitable
estoppel is inapplicable here. W agree with the plaintiffs.
The grounds for equitable estoppel exist when:
1. a party, by representations, adm ssions or silence,
intentionally or negligently induces another party to

beli eve facts;

2. the other party justifiably relies and acts on this
bel i ef; and

3. the other party will be prejudiced if the first party
is permtted to deny the existence of the facts.

In re Special Abrasives, Inc., 26 B.R 399, 403 (Bankr. E.D. M ch.

1983); M chigan National Bank v. Kellam 107 Mch. App. 669, 681,
309

N. W2d 700 (1981). The governnent's offer of proof as to its
equi tabl e estoppel is contained in its brief. Although it appears

that the FnHA believed that the debtors would take responsibility
for

securing the FmHA's lien, and that counsel for +the debtors
apparently



gave the FnmHA sonme reason to believe this would be done, we do not

find that the governnent justifiably relied on the debtors’
representations, and for that reason we find estoppel to be

i napplicabl e here.

The FmHA bel i eved that the debtors woul d seek a court order
permtting themto grant a security interest to the FnHA on the 1984
crop, but the debtors were under no duty to do so, nor did they
i nduce the FmHA' s inaction with an intent to defraud the governnment.
Mor eover, the government had anpl e opportunity to protect its own
interest. First, the parties had executed a stipulation agreeing
that the FnHA shoul d receive a security interest in the 1984 crops.
The proposed order was not entered at that tinme because 11 U.S. C.
8364 requires that the obtaining of credit by the trustee be done on
notice and a hearing only and that procedure had not yet been
instituted. However, the FMHA was not dependent on the debtors to
junmp through the hoops necessary to perfect its interest; it had the
stipulation of the debtors in hand and, as a creditor seeking

security for a loan, could have easily taken the initiative and
filed

a notion for approval of the transaction. Even had the debtors
originally indicated that they would obtain the approval, the
gover nnent coul d have or shoul d have done so when it becane apparent
that the debtors were not taking the steps necessary to obtain the
authority or to secure the | oan

Mor eover, the defendant had a readily avail abl e means of



ensuring that it did not |end out any unsecured funds: it could
sinply have refused to part with any noney until court approval was
obtai ned and the security interest perfected since it was under no
conpul sion to disburse prior thereto. The fact that it did advance
money to the plaintiffs nmay have been based on a belief that the
docunments necessary to perfect its interest would be forthcom ng
shortly, and the | oans may have been made with the best of
intentions, but these do not constitute justifiable reliance of the
sort necessary to deprive the plaintiffs of an otherw se valid | egal
argunent .

In short, the FnHA may have been operating under a

m sunder st andi ng, but it cannot be said that this m sunderstanding
shoul d estop the plaintiffs fromasserting a | egal position, where
the injured party had available to it sufficient nmethods of

m nimzing or avoiding the | oss. In the context of attenpts to
estop

a party fromusing statutes of limtations as a defense, courts have

been reluctant to i nvoke the doctrine in the absence of sone sort of

intentionally deceptive action by the other party. See Lothian v.
Detroit, 414 M h. 160, 177, 324 N.W2d 9 (1982). W find that
perspective equally appropriate in the instant case. There is no
all egation that the plaintiffs intentionally or fraudulently caused
the FMHA to fail to perfect its security interest in the 1984 crops.

Finally, it is not at all certain that the FnmHA does not ot herw se



have a security interest in these checks, see infra, and so the
third

el ement of the test for application of equitable estoppel my not be
met. Accordingly, the notion of the plaintiffs for partial judgnment
on the pleadings is hereby granted as regards the defendant's cl aim
of estoppel.

However, we do not grant final judgnment in favor of the
plaintiffs, because our review of the pleadings, reasonable
i nferences nade therefrom and applicabl e bankruptcy and

nonbankruptcy law | ead us to think that the FmHA may actual |y have
an

enf orceabl e |ien on the proceeds. Under the old version of MC. L. A

440.9204(4)(a); MS. A 19.9204(4)(a): "No security interest
attaches

under an after-acquired property clause (a) to crops which becone
such nmore than 1 year after the security agreenent is executed ...."
[immaterial exception deleted]. This gave rise to the practice of

annual execution of "crop liens" for operating |oans. If this
wer e

still the law in 1983, whatever security interest the FnHA held in
the 1983 crops or proceeds would be ineffective as to the 1984 crops

and their proceeds, since the security agreenent was executed in
May,

1983. However, Act No. 369 of Public Acts of 1978, effective
January

1, 1979, repeal ed this subsection of the M chigan Uniform Comrerci al

Code for the reason that it was ". . . meaningless in operation



except to cause unnecessary paperwork . . ." Oficial U C C
Reasons

for 1972 Change, M C. L. A 440.9204 (West 1985 Cunul ati ve Annual
Pocket Part). It therefore appears that Mchigan is now a state in
which "no fixed maxi mum period is prescribed” to limt the
applicability of an after-acquired crops clause. Consequently,
FmMHA' s May, 1983 security agreenent granted it, by its own terns, a
security interest in the 1984 crops.

This finding, of course, does not automatically establish
FhMHA' s Iien on the debtors' post-petition crops or proceeds thereof,
because of 11 U.S.C. $552. Sinply stated, this provision nullifies

any pre-petition liens to the extent t hat t hey include
after-acquired

property of the debtor. 4 Collier on Bankruptcy 9552.01, 552-1
(15th

ed. 1983); Inre All-Brite Sign Service Co., Inc., 11 B.R 409, 4

C.B.C.2d 711, 7 B.C.D. 844 (Bankr. WD. Ky. 1981). This rule is
subject to an inportant limtation: if the after-acquired property
of the estate constitutes "proceeds, product, offspring, rents or
profits” emanating frompre-petition assets of the debtor, then the
| ien established by the security agreenent attaches to the proceeds
to the extent all owed by applicabl e nonbankruptcy |aw. O her courts
whi ch have applied this section to farm bankruptcies have concl uded
that if the crops subject to a pre-petition security interest are
pl anted before the commencenent of bankruptcy proceedi ngs, then the

creditor's lien attaches to crops and proceeds realized



post-petition; however, ordinarily, a pre-petition security interest

will not cause a lien to attach to crops which are not planted by
t he
debtor until after he or she files for bankruptcy relief. In re

Sheehan, 38 B.R 859, 863, 11 B.C.D. 835 (Bankr. S.D. 1984); In re
Ham [ton, 18 B.R 868, 871, 6 C.B.C. 2d 482, 8 B.C.D. 1116 (Bankr. D.
Co. 1982). Thus, unless the 1984 crops are thensel ves sonmehow
identifiable as proceeds of the 1983 crops and proceeds, any lien
whi ch the FnmHA mi ght have had under state | awis avoi ded by 8552(a).

Whet her the 1984 crops constitute proceeds is determ ned
by

reference to state law. M C. L. A 8440.9306(1); MSA 19.9306(1)

defi nes "proceeds" as "whatever is received upon the sale, exchange

coll ection or other disposition of collateral, or proceeds . "
(Enmphasi s added). In other words, proceeds of collateral which in
itself constitutes proceeds subject to the security agreenent remain
covered. Moreover., M C. L. A 8440.9306(4); MSA 19.9306(4), provides
for the attachnent of security interests in cash proceeds in the
event of the debtor's insolvency. Section 440.9306(4) states:
In the event of insolvency proceedings instituted
by or against a debtor, a secured party with a
perfected security interest in proceeds has a
perfected security interest
(a) in identifiable noncash proceeds;
(b) in identifiable cash proceeds in
the form of nmoney which is not
conmm ngl ed with other noney or

deposited in a bank account prior to
t he i nsol vency proceedi ngs;



(c) in identifiable cash proceeds in
the form of checks and the |ike which
are not deposited in a bank account
prior to the insolvency proceedi ngs;
and

(d) in all cash and bank accounts of
the debtor, if other cash proceeds have
been comm ngl ed or deposited in a bank
account, but the perfected security

i nterest under this paragraph (d) is

(i) subject to. any right of
setoff; and

(ii) limted to an anmount not
greater than the anount of
any cash proceeds received by
the debtor within 10 days
before the institution of the
i nsol vency proceedi ngs and
comm ngl ed or deposited in a
bank account prior to the

i nsol vency proceedi ngs | ess

t he amount of cash proceeds
received by the debtor and
paid over to the secured
party during the 10-day

peri od.

The effect of this provisionis that if the creditor can satisfy any

of its various conditions, it may retain its security interest in
t he

resulting proceeds. The ultimte issue in this case, therefore, is
whet her the checks in question are proceeds of the 1983 crops for
pur poses of 89306(4). To determ ne that, we nust first decide
whet her the 1984 crops thenselves are such proceeds.

Two recent cases illustrate the interplay between state
commercial law a d federal bankruptcy law in situations involving

crop liens. In ln re Kruse, 35 B.R 958 (Bankr. D. Kan. 1983) the




debt ors executed a renewal note with Production Credit Associ ati on

(PCA) for the operation of their farmin 1982 which was secured by
a

security interest in their crops which was granted a few nonths
previous. The debtors filed their petition for relief on January 4,

1983; on April 25, 1983 they applied to participate in the
Depart ment

of Agriculture's Paynent-In-Kind (PIK) program PCA clainmed to have

a security interest in all PIK funds received by the debtors,
ar gui ng

that these benefits were the proceeds of the crops planted in 1982.

Al t hough the court held that PIK benefits could be proceeds of
crops,

and thus PCA had a |lien on benefits received by the debtor
pre-petition, it ruled that PCA had no |ien on any benefits to which
t he debtor becane entitled only after seeking bankruptcy relief. It
hel d that where there was no entitlenent to the benefits
pre-petition, those benefits could not be "proceeds" of any
pre-petition collateral and, accordingly, 8552 precluded the

attachnent of a |ien. Id. at 966.

Conversely, inln re Hollie, 42 B.R 111 (Bankr. MD. Ga.

1984) the court wupheld the FmHA's lien on a post-petition
entitl enment

program benefit. There, the debtor, engaged primarily in dairy
farm ng, received a |loan from FnHA in January, 1983, secured by a

security interest in, anong other things, |ivestock and products and



proceeds thereof.? Shortly before filing for bankruptcy relief in
January, 1984, the debtors applied to participate in the Comvpdity
Credit Corporation's M|k Diversion Program they were accepted into
the programa few nonths after the petition. Subsequently the CCC
issued a mlk diversion check payable to the debtors, but it
delivered the check to the Departnment of Agriculture for the FnHA
The debtors argued that the FnrHA had no lien on the m |k diversion
check by virtue of 8552(b). The court disagreed and held that the
governnment's |lien attached to the proceeds. The focus of that
portion of the court's opinion was on whether the check was a
substitute for proceeds (the court held that it was). There the
funds in question were easily traceable; the court inplied that
ot herwi se it woul d have had to enpl oy the $9406(4) traci ng anal ysi s.
The above exanples help to illustrate the necessity for
det erm ni ng whet her the 1983 crop proceeds are traceable into the
crops planted in 1984 and thus into the proceeds of that crop at
i ssue here. The plaintiffs' conplaint, attached docunents, and
nmotion for judgnment on the pleadings do not state the context in
whi ch the 1983 crop proceeds were delivered to FHA. The
governnment's answer also fails to explain howthe 1983 proceeds were
appl i ed; however, paragraph 3 of the defendant's affirmative defense

states that in the spring of 1984 "the United States agreed to |et

The security agreenent executed in that case is the same
form (440-4) used by the FnHA in the present case.



t he debtors use $17,605.57 worth of proceeds fromthe sale of the
1983 potato crop"” for planting of the 1984 crop. Just what this
st at ement neans regardi ng the handling and use of the 1983 proceeds
is unclear. It is possible that the 1983 proceeds were held in a
segregat ed account by the FmHA for the debtor, and those funds were
eventually released. |If so, then the funds may well be traceabl e,
and the governnent's lien may slip through the filter created by
8552. On the other hand, it is equally possible that the 1983

proceeds were received by the FmHA and applied to reduce the
debt ors

| oan bal ance. |If so, then the nonies received in 1984 represent new
val ue given and a separate transaction rather than a return of
collateral; the pre-petition |ien would not attach to the 1984

di sbursenents, and the governnent woul d be unsecured.

There i s no need to hypot hesi ze further on the exact course
of events regarding the parties' dealings with each other; it
suffices to say that the pleadi ngs and docunents in the record
establish a question of fact, making a judgnment on the pleadings on
this issue inappropriate. |In determ ning whether to grant a notion
for judgnent on the pl eadi ngs under Rule 12(c), the pleadings of the
non- novi ng party nust be read nost favorably and its well pleaded

al |l egations taken as true. The notion may be granted only if the

nmoving party is clearly entitled to judgnment. Southern Ohio Bank v.

Merrill Lynch, Pierce, Fenner & Smith, Inc., 479 F.2d 478 (6th Cir.

1973); Sage International, Inc. v. Cadillac Gage Co., 556 F. Supp.




381 (E.D. Mch. 1982). Therefore, it will be necessary to conduct
further proceedings.

In Iight of the foregoing, the plaintiffs' notion for
j udgnment on the pleadings is granted insofar as it relates to the
FmHA' s cl ai m of estoppel, but denied with respect to whether the
governnment has an enforceable security interest in the 1984 crop
proceeds. Additionally, the plaintiffs' alternative notion for
sunmary judgnment is denied wi thout prejudice. The clerk shal

schedule this matter for a pre-trial conference.

ARTHUR J. SPECTOR
U. S. Bankruptcy Judge



